TAX 
POLICY 


Wise Tax Policy Necessitates Reliable Tax Information 


Volume XXVII, Nos. 1-2 January-February, 1960 


TAXATION IN THE 
EUROPEAN COMMON MARKET 


R. PALMER BAKER, JR. 


Lord, Day & Lord 


Cuorce or Location WITHIN THE COMMON MARKFT 


INpinEcT TAXES 
INCOME AND Prorirs TAXES 
HOLDING AND MANAGEMENT COMPANIES 


Tue Ovurcook ror TAX HARMONIZATION . 


CONCLUSIONS 


Single copies, 50 cents. Special prices on quantity orders. 


TAX INSTITUTE 
Incorporated 


457 NASSAU STREET PRINCETON, N. J. 





Taxation in the European Common Market* 


R. PALMER BAKER, JR. 
Lord, Day & Lord 


Tue COMMON MARKET, or European Economic Community, was 
created by the Treaty of Rome, which was signed on March 25, 1957. It em- 
braces 165 million people who live in the Western European countries of 
Belgium, France, West Germany, Italy, Luxembourg, and the Netherlands. 
Within this market area the business enterprises of the member states are 
scheduled to receive a freedom from tariffs and quota requirements, and 
mobility of capital and business operation, which are not to be accorded to the 
outside world. 

The program of the Treaty of Rome, which began this year and was 
scheduled for completion over a 12- to 15-year period, is likely to be fully effec- 
tive in 5 or 6 years. Already, the Common Market has demonstrated a magnetic 
attraction for American business and American capital. A recent study by 
McGraw-Hill’ indicates that the foreign capital expenditures of United States 
industrial corporations are expanding far more rapidly in Western Europe than 
in other parts of the world, and that a greatly increased rate of growth in the 
sales of Western European subsidiaries is taking place at the expense of export 
sales from plants in the United States. It is evident that corporate management 
with responsibility for investments and operations abroad must acquire some 
familiarity with the European Common Market, including its tax aspects. 

Unlike a mere customs union, a common market implies a harmonization 
of social, fiscal, and monetary policies; freedom of movement for capital and 
labor within the market area (e.g., of Italian labor to the Netherlands and 
Germany); and freedom from the distortions and discrimination which in the 
past have been imposed in Western Europe both by governmental action and 
monopoly position. Under the Treaty of Rome, these objectives are to be 
achieved by the gradual elimination of tariffs, quotas, and other obstacles to 
trade among the six member nations; the establishment of uniform tariffs 
against imports from outside the Common Market; the elimination of restric- 
tions on the movement of services, labor, capital, and business enterprises 
within the area, its colonies, and territories; the elimination of cartels and 


* Paper delivered on December 4, 1959, at the Tax Institute symposium on “The 
Impact of Taxation on Management Responsibility for Investments and Operations 
Abroad.” This will appear also, with extensive documentation which has been omitted 
here. in the symposium volume. Because of the great current interest in the European 
Common Market, we believe it will be useful to have this information available also in 
pamphlet form 


1 McGraw-Hill Publishing Company, Inc., Department of Economics, Foreign Opera 
tions of U.S. Industrial Companies, 1959-1960, New York, 1959, mim 
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other trade restrictions which do not primarily contribute to improved produc- 
tion, distribution, and business progress; the establishment of a common agri- 
cultural policy; the establishment of investment funds to provide capital for 
the less developed regions of the Common Market and its dependencies; the 
improvement and standardization of living and working conditions; and the 
establishment of a fund to ameliorate any resulting economic hardship to 
workers. 

For American business to take advantage of these developments, it becomes 
necessary to establish a production and distribution base within the Common 
Market, either alone or in partnership with Europeans. In most cases the 
utilization of subsidiaries rather than branch operations will be advisable. The 
products of these subsidiaries will have an increasing advantage over similar 
products manufactured for export in the United States. It has been said that 
capital from outside the area will, in a sense, “be able to produce within the 
Common Market what it is no longer able to export to it.”* 


Croce or Location WITHIN THE COMMON MARKET 


Obviously, it is impossible to generalize as to the choice of a manufacturing 
location and distribution base in the Common Market. The highly developed 
transportation system of Western Europe minimizes the importance of location 
in the primary market itself or near the important sources of raw materials. 
Labor costs within the six countries should in the long run move toward 
equalization, although labor costs in Italy have a long way to go before they 


reach the existing limit in France and Germany. Probably the Benelux coun- 
tries offer the most satisfactory location for assembly and, to a lesser extent, 
manufacturing operations at the present time, because of their already low 
level of tariffs against not only imports from the other member countries, but 
also from the rest of the world. This advantage will disappear during the next 
12 years, however, and manufacturers located in any part of the Common 
Market will have equal access to the whole. Similarly, the preferential ex- 
ternal tariffs which are to be established for the Common Market as a whole 
will reduce the present attraction of the Benelux countries and of West Ger- 
many in comparison with the protectionist countries of France and Italy. 
These factors suggest that tax considerations are going to be increasingly 
important. Any comparison of these considerations is complicated by a “host of 
uniquely national taxes”* such as the French patent tax, the German net worth 
tax (which is unusual in that it applies to corporations but is not deductible 


2 See Committee for Economic Development, The European Common Market and 
Its Meaning to the United States, New York, 1959, p. 35. At least one recent study, how 
ever, concludes that the Common Market is not likely to cause serious disturbances to 
United States export trade. See Mordechai E. Kreinin, “European Integration and 
American Trade,” American Economic Review, XLIX (September, 1959), 615-27, esti- 
mating that about 5 per cent of United States exports are likely to be seriously affected. 


8 The Chase Manhattan Bank, Report on Western Europe, No. 3 (August-September, 
1959). 
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for corporate income tax purposes), and the sales or turnover taxes which are 
imposed in most of these countries at each level of production and are hence 
described as the “cascade” system. On the other hand, management with 
responsibility for investments and operations abroad does have to develop a 
familiarity with these considerations which is comparable to that which the 
managers of an interstate business in this country must have with the tax 
systems of the various states. Perhaps this paper will serve a a guide to the 
required familiarity. 


INDIRECT TAXES 


In selecting a business location in the Common Market, there is a tempta- 
tion to minimize the impact of the indirect or “cost-raising” taxes which are 
imposed by the member countries. The ultimate effect of these taxes on the 
final price of the manufactured product, and hence on profits, however, is 
bound to be increasingly serious as business competition increases in the 
Common Market area. 

Indirect taxation is of relatively greatest importance in Italy, where it ac 
counts for about 70 per cent of total tax revenues, followed by France, where 
the percentage is about 60 per cent.‘ As for the remaining countries, the 
percentages are in the neighborhood of 53 per cent for Belgium; 47 per cent 
for West Germany; 41 per cent for Luxembourg; and 40 per cent for the 
Netherlands. The last of these figures is illustrative of the fact that the Nether- 
lands has probably the simplest tax system and the fewest number of taxes to 
be found among the Common Market countries. 

The most important of the indirect taxes imposed by the Common Market 
countries is, of course, the tax on turnover. Except in France, this tax is of the 


“cascade” type, i.e., a sales tax which is levied on each transfer of ownership 


in the course of production or distribution, or both. The cost of the tax is thus 
cumulative, i.e., as the tax is passed on by one vendor in the production or 
distribution chain, as part of the price charged, it becomes an addition to the 
tax base on the sale made by the next vendor. In Belgium this characteristic of 
the tax is mitigated in the case of textiles and a few other products by the sub- 
stitution of a single “contractual” transmission tax which is imposed only at 
the source or at destination in the manufacturing cycle. There is a comparable 
arrangement in Italy for a series of food and fuel products and miscellaneous 
items. 

In France, the entire turnover tax takes a different form. Termed a tax on 
the added value (Taxe sur la Valeur Ajoutée), or “T.V.A.,” this tax is also im- 
posed at each stage of the production cycle, but it is substantially noncumula- 
tive because deductible by the purchaser from the tax due on his own sale. 


i See R. Mees & Zoonen, Company Taxation in Western Europe, Rotterdam, 1959 
p. 4. A higher percentage is indicated by the best guide to taxation in France, Comité 
Franc-Dollar, Business Operations in France—a Guide for American Investors, Wash 
ington, 1959 
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On domestic sales, the total rate of the French tax apparently amounts to 
about 20 per cent of the wholesale price of the final product. To this must be 
added local sales taxes of 2.75 per cent imposed at the retail level. The re- 
sulting cost factor is substantial. The cumulative turnover rates in the other 
member countries, however, do not necessarily produce a lower figure. In 
Germany and the Netherlands the respective normal rates of 4 per cent and 5 
per cent apply not only on actual deliveries but also on the consumption of 
products by their producer. Luxembourg has a levy identical with the German 
tax, but at about half the rate. In Italy the rate is normally 3 per cent, but 
the tax is even more pervasive than in Germany or the Netherlands. Called a 
general collection tax (Imposta Generale sulle Entrate), it is referred to with 
dislike as the “I.G.E.” Recently its impact has been softened by elimination 
of the levy at the last retail level. In connection with the sale of some products, 
including patent medicines, the I.G.E. is sometimes imposed as an annual tax 
based on the assumed or real turnover of the business involved. 

All of the foregoing taxes are imposed—sometimes at a higher rate—on im- 
port as well as domestic transactions. Except in Italy, however, there is a sub- 
stantial remission or rebate of pre-export turnover taxes on export sales. Thus 
in Germany, deliveries abroad are not subject to the tax; the impact of the tax 
at the pre-export stage is mitigated by a drawback which is payable to the 
exporter at a rate of as high as 3 per cent; and sorne exporters qualify for an 
additional “export merchant grant” amounting to as much as 4 per cent of the 
export price. A German producer is consequently not placed at a cost dis- 
advantage in the Common Market as compared to producers in other member 
countries. 

Obviously, the turnover taxes and other indirect taxes imposed by the six 
member countries create exactly the kind of export-import discrimination and 
cost distortion which the Treaty of Rome was designed to remove. In this 
respect, the French “T.V.A.” presents the least difficulty. In theory, though 
with some exceptions, its effect on exports is neutral; the tax levied on an ex- 
ported item is simply reimbursed in full. Under the “cascade” system, on the 
other hand, the reimbursement of taxes on exported products is arbitrary and 
can have the effect of an export subsidy. 


INCOME AND Proritrs TAXES 


Our concern here is with company taxation, i.e., the direct taxes which are 


levied by the Common Market countries on corporate income or profits, includ- 
ing withholding taxes on corporate distributions. It may be noted, however, 
that the personal income tax status of the corporate personnel is a factor 
relevant te choice of business location. 


The taws of each of the member countries make it possible to organize 
subsicharies in the stock corporation form. These are the Aktiengesellschaft, or 
“A.G.,” in Germany; the Société Anonyme in France and Belgium; the Naam- 
loze Vennootschap, or “N.V.” in the Netherlands; the Societd per Azione in 
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Italy. This is the form normally adopted by foreign interests for their sub- 
sidiary operations in these countries, with the exception of Germany. In Ger- 
many, it appears to be more common to use the limited liability company 
(Gesellschaften mit beschrankter Haftung), or “G.m.b.H.,” because of the 
greater flexibility of this form and the fact that it is not required to publish 
its financial statements. Although the interests of its owner are not represented 
by stock, this form of organization has the essential corporate characteristics 
and is treated as a corporation for German tax purposes—and also for corollary 
purposes in the United States.’ It has its counterpart in the other member 
countries, except the Netherlands, but in those countries is less often used in 
preference to the stock corporation form. 

In considering the income taxation of these business entities in the Com- 
mon Market, a comparison of the rate structures alone is not very helpful. In 
particular, the Treaty of Rome is expected to remove the existing nontax 
obstacles to branch operations within the Common Market of corporations 
organized under the laws of any of the member countries. Hence, it is of first 
importance for management to know how each of these countries taxes foreign 
source income, and whether protection against double taxation is available. 
The member countries generally do not differentiate for income tax purposes 
between their own corporations and foreign corporations which are managed 
and controlled or have their principal seat of enterprise in the taxing state and 
are thus “resident” or “domiciled” therein. 


Double Taxation 


The advent of the Common Market is bound to increase—perhaps one should 
say complete—the already considerable network of treaties between the mem- 
ber countries for the avoidance of double taxation. The existing network is as 
follows: 


Germany: France, the Netherlands, Italy, and (subject to ratification) Luxembourg 
and (in preparation) Belgium 

France: Germany, the Netherlands, Italy, Luxembourg, and Belgium 

The Netherlands: Germany, France, Italy, and Belgium. 

Italy: Germany, France, the Netherlands, and Belgium 

Luxembourg: France, Belgium, and (subject to ratification) Germany. 

Belgium: the Netherlands, France, Italy, Luxembourg, and (in preparation) Ger 
many 


Although material variations exist, these treaties have a common pattern. 
Of primary interest is the common provision that industrial and commerical 
profits earned in one treaty country by a permanent establishment of a cor- 
poration subject to the jurisdiction of the other treaty country are taxable 
only by the country in which the permanent establishment is located. The 
permanent establishment is treated like a separate business entity and, either as 
a matter of treaty requirement or business practice, maintains its separate 


Cf. 1. R. C. § 7701 (a) (3); G. C. M. go67, X-1 Cum. Bull. $37. 
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accounts. The problem of arm’s-length dealing is involved and is dealt with, 
in theory at least, by the treaty provisions. In the case of profits of navigation 
by sea or air, the problem is not present, because the taxation of these profits 
is assigned by the treaties to the seat of the transportation enterprise. 

Under the treaties, dividends and interest remain taxable by the country 
of the recipient's residence, usually without reduction for withholding tax. In 
some circumstances, however, double taxation in the latter case may be 
mitigated. Thus France reduces its withholding tax to the extent of the income 
taxes paid by recipients to Belgium and Italy, neither of which imposes a 
withholding tax of its own; and the Netherlands releases its withholding tax 
in the case of each country except Germany. Royalties are in some circum 
stances freed from withholding of tax at the source, with safeguards against 
their payment as disguised dividends or interest. 

Quite aside from treaty, the Netherlands provides a particularly favorable 
form of relief from double taxation for Common Market operations. Instead of 
employing the foreign tax credit system, as Germany now does, or exempting 
income earned abroad, as in the case of France, the Netherlands releases its 
own tax on foreign source branch income which is taxed—regardless of rate- 
abroad. Encouragement is thus provided for the export of capital to countries 
with lower rates. Similarly, intercorporate dividends, foreign as well as 
domestic, are not subject to tax in the Netherlands, provided the Dutch 
parent corporation has 25 per cent or more stock ownership. 

In cases where the tax treaties do not provide relief, Germany applies a 
foreign tax credit system which is similar to that of the United States for the 
avoidance of double taxation. Dividends from foreign subsidiaries may carry 
a credit with them, thus mitigating the fact that in Germany, unlike the 
Netherlands, such foreign source dividends are fully subject to tax. In this and 
in other situations, administrative relief is available if the credit system does 
not work as it is supposed to. Under a law of very recent origin (July, 1959) 
there is also an incentive to investment of German capital abroad in that a 
German corporation may elect to have certain income from foreign sources— 
in particular the income of a foreign permanent establishment—taxed at a 
blanket rate of 25 per cent, which is a little less than half of the usual cor- 
porate rate on undistributed profits. This treatment is an alternative to the 
foreign tax credit, however, and hence is of chief interest for operations in 
countries with lower income tax rates than those which prevail in the Com- 
mon Market. In addition, the alternative is not available for income from 
treaty countries, and Germany has, or soon will have, treaties with each of 
the Common Market members 


Because of its complex income tax system, Belgium was slow to develop 
treaty relief against double taxation. It was a pioneer, however, in developing 
partial but meaningful unilateral relief. As indicated above, also, the treaty 
system within the Common Market is now complete except as to Germany. 
In the absence of treaty, the basic tax on business income is reduced by 80 
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per cent as to profits which are earned and taxed abroad. The tax on invest- 
ment income from abroad is limited to 12 per cent (18 per cent on rents 
other than royalties), a limitation which may be important under the treaties, 
as in the case of France. 

The French income tax system is consistent with the permanent establish- 
ment approach taken in the treaties. Broadly speaking, income derived from 
commercial or business operations outside of French territory is not taxable. A 
French corporation is thus suitable for branch operations in other countries 
and can be used for averaging income from countries with lower rates than 
those applicable to French income. On the other side of the coin, the earnings 
of a foreign corporation through a French branch are both subjected to the 
corporate income tax and then treated like a distributed dividend by assess- 
ment of the proportional tax which is normally withheld on distributions. This 
is the so-called “subscription” system. In addition, the dividends paid by the 
foreign corporation to re ssidents of France are subject to withholding of the 
proportional tax to the extent allocable to the earnings of the French branch; 
but under the subscription system the corporation can arrange to eliminate this 
double taxation. In any event, the pattern of branch taxation is not more 
favorable than that of subsidiary operations within France. On the other hand, 
except where affected by treaty as in the cases of Italy and Belgium, the 
source of earnings is immaterial to the withholding tax on dividends paid by a 
French corporation. 

The Luxembourg income tax statute does not, on a territorial or foreign tax 
credit basis, offer specific unilateral relief from double taxation within the 
Common Market. The Minister of Finance, however, is permitted by law to 
mitigate double taxation by distinguishing between income earned abroad and 


income derived from within the Grand Duchy, and taxpayers may negotiate 
accordingly. 


Italy does not offer unilaterial relief from taxation by negotiation or other- 
wise, although in some cases the foreign permanent establishment of an Italian 
enterprise may be treated as a separate entity and freed of corporation tax. 
Italy does not impose a withholding tax on dividend or interest distributions, 
however, and has entered into treaties with each of the member countries ex- 
cept Luxembourg. 

From this summary of the situation, it is apparent that investors in the 
Common Market will be able to conduct multi-country operations in the area 
without significant double taxation. 


Income and Rate Structures 


Any comparison of income tax rates on corporations within the Common 
Market has to be made with reservations. Corporations are taxed separately in 
Germany, France, the Netherlands, and Luxembourg; there is, at least in 
theory, no separate corporation tax in Belgium, and in Italy it is an additional 
tax. In France, the Netherlands, Italy, and Luxembourg the tax liability of 
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corporations is not affected by distributions; the opposite is the case in Ger- 
many and Belgium. Italy and Belgium alone do not assess a withholding tax 
on dividend distributions, but withholding tax rates may be affected by treaty. 
In Germany, Luxembourg, and Italy, the corporate taxes assessed on income 
for the benefit of the national government are supplemented by local taxes on 
income. There are variations in the determination of taxable income, although 
aecounting concepts generally apply. 

Subject to these reservations, and the comments which follow, the table 
below shows approximately the maximum rates of income and profits taxes 
imposed by the six member countries on retained profits, and on distributed 
profits, withholding tax included. 


Distributed Profits 
Retained (Including 

Country Profits Withholding Tax) 
Germany 58% 51% 
France 50% 61% 
Netheriands 47% 55 7o 
Italy 41% 4i% 
Luxembourg 42% 50% 
Belgium 40% 45% 


Like the other Common Market countries, Germany does not follow the 
increasingly itemized and thus exclusionary approach to the definition of tax- 
able income which is now taken in the United States. Under the German 
taxing statutes the computation of taxable income is made on a balance sheet 
basis; roughly, it is the annual increase in net worth after adjusting for divi- 
dends and capital changes. Capital gains are thus subjected to tax, as generally 
is the case in the other member countries. This balance sheet approach is also 
followed in France, Luxembourg, and, as to foreign corporations having an 
administrative office and conducting their principal business activity therein, 
in Italy. It obviously presents opportunities for tax deferment in the handling 
of depreciation, inventory, and other reserves. For example, in some manu- 
facturing businesses the relatively high rate of tax indicated for France by the 
table above may thus be misleading. The same broad tax base and opportuni- 
ties for postponement of taxable income are present under the Dutch and 
Belgian systems. In the first instance (as in the case of Italy), there is no 
definition of taxable income, so that the regular books of account are normally 
determinative. In Belgium the statutory definition produces a comparable 
result, although unreasonable additions to depreciation reserves and some de- 
ductions (e.g. gifts) may be disallowed. 

Germany. In regard to the rate structure, Germany has a federal corporation 
income tax (Kdérperschaftsteuer) which makes a notably sharp distinction be- 
tween the taxation of retained and distributed profits. In the former case the 
rate is now 51 per cent. (In the case of certain small or “personal” corporations, 
at least 76 per cent of whose shares are owned by individuals, there is a 
fluctuating rate.) To the 51 per cent corporate income tax there must be added 
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the deductible trade and business tax (Gewerbesteuer) of 12 per cent to 15 
per cent which is levied by the municipalities but regulated by federal law. 
The effective burden of this tax is not normally more than 7 per cent so nye the 


total effective rate on retained earnings is thus in the neighborhood of 58 
per cent. 


On distributed earnings, the corporation income tax rate was sharply re 


duced last year from 30 per cent to 15 per cent under a fiscal policy which 
was originally designed to encourage the investment of equity capital but 
which is now chiefly regarded as a mitigation of the double taxation of corpo 
rate earnings. Before distributing its earnings the corporation must retain suffi 
cient funds for payment of the 15 per cent corporate tax on the distribution, 
payment of the 25 per cent withholding tax (Kapitalertragsteuer), and payment 
of the 51 per cent corporate tax on the funds which are so retained. Applica 
tion of the appropriate formula will show that the percentage of earnings 
available for distribution is 76.5625 and that the total tax rate on distributed 
earnings, including the withholding tax, is 42.5781 per cent. The comput: ition 
may be summarized as follows: 


51% Tax on retained profits 11.9531 
15% Tax on distributed profits 11.4844 


Necessary retained profits 23.4375 
25% Withholding tax on distribution 19.1406 


42.5751 


The foregoing does not take into account the trade and business tax, the 
maximum average rate of which is 13.5 per cent. This tax is deductible for 
purposes of the tax on retained profits, and it reduces the amount available for 
distribution and subjection to the tax on retained profits as well as the with- 
holding tax. The result is a combined effective rate of about 51 per cent on 
distributed profits. Whether this rate structure provides a real incentive for 
distribution to non-German stockholders is doubtful particularly in the case of 
the Common Market countries which do not credit their own taxes on dividends 
with the amount of the German withholding tax. Under the present income 
tax convention between Germany and the United States, which limits the with 
holding tax to 15 per cent, an incentive for distribution certainly exists. The 
reduced rate is subject to renegotiation, however, and may be restored to the 
25 per cent figure which has been used in the computations above. 

The combined German rate of about 51 per cent on undistributed profits 
appears to be a little more favorable than the burden which is imposed on the 
German branch earnings of nonresident foreign corporations. In lieu of the 
usual corporate tax, these earnings are subjected to a flat 49 per cent corporate 
tax, to which must be added a maximum effective rate of about 7 per cent 
for the deductible trade and business tax. On the basis of the resulting com 
bined rate of 56 per cent, a German branch operation may seem less attractive 
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than operation in Germany through a German subsidiary. A spread of only a 
few points is involved under the most favorable distribution circumstances, 
however, and the corporate rate on branch earnings is subject to some negotia- 
tion. Hence, income tax considerations should not be decisive in choosing 
between a German subsidiary and a German branch for business operations 
within the country. 


France. The rate structure in France is easily understood. A tax on indus 
trial and commercial profits (Impét sur les Sociétés) is imposed at the flat rate 
of 50 per, cent. This rate is not affected by distribution of earnings. Such dis- 
tributions are, however, subject to withholding of the 22 per cent “proportional” 
income tax which is payable by the shareholders. In the case of the United 
States, this rate is reduced to 15 per cent by treaty, and is also reduced by 
treaty to the extent of the income taxes paid by Belgian and Italian share- 
holders in those countries. On the basis of the 22 per cent withholding tax rate, 
each dollar of corporate earnings can be regarded as reduced by 50 per cent 
for the corporate tax and 11 per cent for the withholding tax, thus producing 
a combined effective rate of 61 per cent. 


The Netherlands. As already indicated, the Netherlands corporate income 
tax (Vennootschapbelasting) has an unusually simple structure. The rate is a 
flat 47 per cent regardless of distribution, so that a 15 per cent withholding 
tax produces a combined effective rate of 54.95 per cent on corporate earnings 
which are distributed as dividends after the 47 per cent reduction for payment 
of the corporate tax. The Netherlands, however, releases its withholding tax 
in the case of each treaty country except Germany. 


Italy. Corporations in Italy are subjected both to the non-progressive income 
tax (Imposta di Ricchezza Mobile), which is imposed on corporations and in- 
dividuals alike, and to the separate tax on companies (Imposta sulle Societa), 
which applies to corporations and unincorporated associations. The former 
tax is schedular in that a different fixed rate applies to each of four different 
income categories. Of principal interest here is category B, which covers all 
income derived from commercial and industrial operations, including royalties. 
(The remaining categories cover land income, building income, and agrarian 
income.) The maximum rate is 20 per cent. This rate is effectively increased 
by the applicable municipal income tax in the neighborhood of 3.5 per cent, a 
provincial supplement in the neighborhood of 1.75 per cent, and a so-called 
chamber of commerce tax of about .75 per cent. The total effective burden is 
thus about 26 per cent, to which there must be added a combined surtax of 
about 2.5 per cent for the municipal relief agency and Calabrian relief. The 
companies tax is then separately computed; it is made up of a tax of .75 per 
cent of the corporation's assessable capital, which includes paid-up capital plus 
reserves and other additions, and a tax of 15 per cent on income exceeding 6 
per cent of the assessable capital. The non-progressive income tax is deductible 
for this purpose and the amount of the excess profits is subject to reduction 
by increasing capital out of earnings. Accordingly, it is not easy to generalize 
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as to the effective rate of the corporate tax. However, 13 per cent is a reason- 
able assumption, thus bringing the total corporate income tax burden to about 
41 per cent with some addition for the collector's fee. The burden on retained 
and distributed profits is the same, and Italy does not impose a withholding tax. 


Luxembourg. The tax structure of Luxembourg is fundamentally similar to 
that of Germany except that no distinction is made between retained and dis- 
tributed profits. There is a separate corporate income tax (Impét sur Revenu des 
Collectivités, or Kérperschaftsteuer). The generally applicable rate is 40 per 
cent, while a withholding tax of 15 per cent brings the net effective rate on 
distributed earnings to 49 per cent. In addition, a municipal trade tax pat- 
terned on the German Gewerbesteuer (or Impét Commercial) and similarly 
deductible for corporate income tax purposes will normally increase the ef- 
fective rate by several percentage points. On this basis the combined effective 
rate in Luxembourg will slightly exceed the Italian rate and will be slightly 
less than the Dutch rate. 

Luxembourg may not be an entirely satisfactory corporate location on which 
to base branch operations in other Common Market countries. Following the 
German pattern, the corporation tax applies equally to domestic and foreign 
source income, but without the specific relief against double taxation which is 
now provided by the German foreign tax credit system. Treaties for the 
avoidance of double taxation are in effect only with Belgium and France, a 
similar treaty with Germany being still subject to ratification. Accordingly, 
unless a special arrangement is negotiated with the Minister of Revenue, the 
preferable procedure will normally be to operate in Luxembourg through a 
branch operation based on another member country. In such event the corpora- 
tion will be subject to Luxembourg tax only on the earnings of its Luxembourg 
branch. On the other hand, as noted in greater detail in the following section 
of this paper, Luxembourg may be ideally suited as a holding company base 
for Common Market operations. 


Belgium. The last of the Common Market countries to be considered- 
Belgium—has the most favorable rate structure of any of the Benelux countries, 
although a Belgian corporation may be less suited to branch operations else- 
where in the Common Market than a Dutch corporation. The distinctive feature 
of the Belgian income tax structure—similar in this respect to the basic Italian 
income tax—is its division into three schedular or “basic” taxes, each of which 
applies to a particular class of income. Of principal interest is the Taxe Pro- 
fessioneile, which is applicable to business profits generally. The rate graduates 
to a maximum of 40 per cent when the taxable income reaches about $200,000, 
with a flat rate of 40 per cent applicable to the earnings of Belgian branches 
of foreign corporations. As to Belgian corporations, the rate is reduced by 80 
per cent on profits earned and taxed abroad, with additional relief against 
double taxation furnished by treaty. The basic tax on investment income (Taxe 
Mobiliére) is reduced to 15 per cent on income from foreign investments and 
foreign rental income other than royalties, as to which the rate is 18 per cent. 
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The latter rate also applies to domestic interest (reduced to 2.4 per cent on 
interest from bank deposits), while on domestic dividends the rate is 25 per 
cent in the case of private companies and 30 per cent in the case of public 
companies. The third basic tax is the cadastral income tax (Contribution 
Fonciére), which is imposed at a flat rate on the income value, i.c., the annual 
worth of property as determined by the Land Registrar. 

It is apparent from the foregoing summary that the taxation of retained 
Belgian earnings is relatively favorable. In addition, only Italy imposes a 
lesser rate of tax on distributed earnings. As to these earnings, the basic taxes 
discussed above are in effect credited against a national crisis tax (Contribution 
Nationale de Crise) equal to 20 per cent of the gross distribution, and the 30 
per cent personal property income tax (Taxe Mobiliére), which is a withheld 
levy against the shareholders. The combined effective rate of these two taxes 
will in practice not exceed 45.3 per cent. The reason for this result is that the 
maximum dividend which a corporation can pay must leave it with enough 
funds to pay the personal property income tax, which is deductible in deter- 
mining undistributed earnings, and also to pay the national crisis tax, which is 
not deductible. The computation is thus similar to the computation of the 
German corporate tax on distributed earnings. 

Obviously an American investor has to be familiar with the foregoing rate 
structures in determining the location or locations for business operations in 
the Common Market. The variations in rates, however, will not generally be 
the determining factor in choice of location. Of more importance to the inves- 
tor will be a determination that profits earned in one of the member countries 
will be taxed by that country alone. This aspect of tax choice has been dis- 
cussed above. In addition, the investor will also be particularly interested in the 


immediate tax incentives for investment which may be offered by these coun 
tries. 


Tax Incentives 


Each member of the Common Market except Germany now offers sub- 
stantial tax incentives for new investment within the taxing country. At the 
end of World War II, Germany adopted a considerable number of important 
incentive measures, including accelerated depreciation and the allowance of 
reserves for export sales. These measures were terminated in 1955, however, 
with the reconstruction of the German economy, when it appeared that the 
inequities produced by the incentive program were outweighing its benefits 
to the economy as a whole. 

A liberal depreciation policy, providing for acceleration of the additions 
which would normally be made to the reserve in later years, is a primary in- 
vestment incentive. In the Netherlands an accelerated allowance of 33% per 
cent is available to be spread over periods from two to seven years. Both this 
allowance and the deduction at the ordinary rate are avail: ible from the time 
the investment is made. In Luxembourg the additional allowance is flexible 
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and may run as high as 30 per cent or more, to be spread over the first 10 
years of the useful life of the asset. In Italy a new installation is entitled to a 
form of accelerated depreciation in that the normal depreciation period is 
reduced by two-fifths with the resulting additional allowance spread over the 
first four years of the useful life of the asset. Negotiation with the revenue 
authorities is required. In Belgium and France, perhaps particularly in the 
latter, a number of depreciation and related incentives are also available, sub 
ject to negotiation in some cases with the revenue authorities. 

In addition to accelerated rates of depreciation, the three Benelux countries 
and, to a lesser extent, Italy, offer substantial investment allowances to newly 
established business enterprises. In Belgium, under a law promulgated July 15, 
1959, a 30 per cent initial allowance is now available, to be taken over a 
three-year period. Luxembourg offers a 20 per cent allowance, to be taken over 
four years. The Netherlands offers a 16 per cent allowance, to be taken ove: 
two years (20 per cent over five years in the case of shipbuilding). In Italy the 
investment allowance takes the form of a basic income tax deduction of 10 per 
cent of profits for the first three years of the new business. 

A combination of accelerated depreciation and investment allowances is 
likely to produce net operating losses during the first few years of the new 
enterprise. Accordingly, the Netherlands permits the losses for the first six 
years to be carried forward without limitation and subsequent losses may be 
carried forward over a six-year period. Belgium, France, and Italy, as well as 
Germany, have five-year carry-over provisions. In Luxembourg a new business 
can negotiate a satisfactory carry-over arrangement, although the usual period 
is two years, and may be able to negotiate other benefits as well for its first 
10 years. 

As already indicated, the six member countries tax capital gains as well as 
other forms of income. As an investment incentive, however, France exempts 
reinvested gains on the sale of fixed assets and Belgium taxes only one-fifth of 
gains which are reinvested in Belgium in the form of fixed assets, equipment, 
or stock in a new industrial, agricultural, or commercial company, or as addi 
tions to the corporate capital. 

Finally, some of the Common Market countries are presently offering addi- 
tional incentives to investment in distressed or undeveloped areas. In France, 
new plant investments in such areas of local employment as the shipbuilding 
center of St. Nazaire are entitled to an outright government grant up to 20 
per cent of the investment, and a similar 15 per cent grant is available for the 
conversion of existing plant facilities. Additional financing on a loan basis and 
local tax reduction and exemption are also available. Similar local tax reduc 
tions or exemptions are offered by some municipalities in the Benelux coun- 
tries. Finally, Italy has for some time been engaged in an ambitious program 
to encourage industrial and commercial investment in the South and in the 
Italian Islands. Complete income tax exemption for 10 years is available for 
new, expanded, or modernized plants, accompanied by a 40 per cent reduc 
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tion in the excess profits tax rate, a 50 per cent reduction in turnover taxes, 
and full remission of customs dut’~« on imported plant and equipment for 
permanent installation. In addition, the tax on income earned elsewhere in 
Italy can be reduced by one-half every five years if reinvested under a suit- 
able program in the South. This is comparable to the French provision ex- 
empting profits which are reinvested in capital equipment projects in the 
French overseas territories. 

Perhaps the foregoing outline will be helpful to the potential investor in 
analyzing the tax considerations which are involved in choosing a business 
location in the Common Market. 


HOLDING AND MANAGEMENT COMPANIES 


It is apparent that the rate structures of the member countries do not of 
themselves offer an inducement to investment in the Common Market. The 
rates on distributed profits are in the neighborhood of the corporate income 
tax rate in the United States—whether a little higher as in the case of France, 
or a little lower as in the cases of Italy and Belgium. The decision to enter 
the Common Market, as compared to the establishment of a business enter- 
prise in an undeveloped but tax-sheltered country, is thus based on other con- 
siderations. A study of the tax factors is then essential, however, in determin- 
ing the exact location of the enterprise or enterprises within the Common 
Market and the form which these enterprises should take. 

After reviewing the tax structures of the Common Market countries, the 
United States investor—and our concern in this paper is specifically with the 
corporate investor—must decide how the subsidiaries in these countries are to 
be held. If more than one subsidiary is involved or likely to be involved, direct 
ownership is not customary. In the case of such owne rship, however, the In- 
ternal Revenue Code permits the United States parent corporation to take 
credit against its federal income tax liability on distributions from the subsid- 
iary not only for the withholding taxes paid by the subsidiary to a foreign 
country, but also for an allocable part of the income taxes paid to the foreign 
country in respect of the corporate earnings of the subsidiary.* 

Double taxation is further prevented by the income conventions which are 
now in force between the United States and all of the member countries ex- 
cept Luxembourg, as to which a treaty is in preparation. The treaties with 
France and the Netherlands are important, because in their absence with- 
holding taxes produce foreign tax credits in excess of the United States rate. 
The Netherlands, under its treaty with the United States, entirely releases its 
withholding tax, for an effective rate less than that of the United States. France 
reduces its withholding tax from 22 per cent to 15 per cent, although the 
effective rate of the combined corporate and withholding taxes is still higher 
than the United States rate. The reduced 15 per cent rate under the German 
treaty may be restored to 25 per cent. The Belgian treaty reflects the fact 
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that Belgium does not impose a withholding tax, and the Italian treaty offers 
assurance that the rate of any withholding tax which may be imposed will be 
limited to 5 per cent in the case of most 95 per cent-owned subsidiary corpor- 
ations, and in any event not more than 15 per cent. 

Perhaps more customary, and frequently more desirable than direct owner- 
ship, is the use of a holding company domiciled in a jurisdiction which either 
does not tax foreign source income or which makes special provision for such 
companies. The advantages of such companies are twofold in the Common 
Market area. In the first place, the holding company may be a useful financing 
device for the transfer of earnings from one operating subsidiary to another. 
For example, the relatively low-taxed distributions from a Belgian subsidiary 
to the holding company would be kept free of the higher rate of United States 
tax. One of the many recent holding company examples is the formation by 
the Dow Chemical Company of a Swiss subsidiary with an initial capital of 
$5,800,000 to finance Dow’s operations abroad, particularly within the Com- 
mon Market. 

The second value of the holding company for Common Market operations 
relates to the fact that the foreign tax credits of the operating subsidiaries can 
ve accumulated and kept available for the United States parent on subsequent 
distributions by the holding company. This permits the United States parent 
to take maximum advantage of the foreign tax credit system by averaging 
foreign tax rates in excess of 52 per cent with those which are lower.’ As a 
result of the so-called per country limitation, on the other hand, a United 
States corporation operating through foreign subsidiaries without the interven- 
tion of a holding company cannot take credit for the foreign taxes in excess 
of the United States rate.* 

It is not the function of this paper to consider holding company arrange 
ments in any detail. Excellent materials are available, particularly the valu- 
able study made as part of the Harvard Law School International Program in 
Taxation by William J. Gibbons.’ It may be noted, however, that Switzerland 
has become the most common holding company base for subsidiaries in the 
Common Market, because of the convenience of its location as well as its fav- 
orable tax treatment of holding company income. Perhaps more important, 
however, is the fact that Switzerland has entered into satisfactory treaty ar- 
rangements with all of the Common Market countries except Luxembourg. 
The latter country, incidentally, may be a desirable holding company base 
provided the holding company does not have other business functions. Under 
Luxembourg law, such holding companies are virtually exempt from tax in 


respect not only of dividend and interest income received, but also in respect 
of withholding tax on distributions. A Swiss holding company, on the other 
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hand, is required, as limited by the treaty with the United States, to with- 
hold a 5 per cent tax (15 per cent if the voting control of the parent is less 
than 95 per cent) on dividend distributions to the United States. 

Of course, other base countries are also available, and are not limited to 
Western Europe as to place of organization. As already indicated, the Nether- 
lands may be a satisfactory location for an operating company with subsidi- 
aries in other Common Market countries. A useful variation is incorporation in 
the Netherlands Antilles, to which the tax treaty with the United States ex- 
tends. The effective rate on distributions from the subsidiaries would be 2.4 
per cent. For branch operations instead of subsidiaries, a trading company 
organized in the Netherlands Antilles can be a satisfactory vehicle for United 
States investors. The same is true of a British Overseas Trading Corporation, 
the earnings of which are not taxed until distribution. With opportunities such 
as these available, prospective investors would probably be ill advised to post- 
pone a decision on a holding company base pending action on the so-called 
Boggs bill.'* 

The principal problems and pitfalls involved in the establishment of hold- 
ing companies are well known. These include the necessity of advance rulings 
from the Commissioner on transfers of appreciated property,’! and the ob- 
stacles imposed by the foreign personal holding company provisions of the 
Code to the formation and operation of closely held foreign holding com- 
panies."* 

In Western European operations generally, it has become customary to 
supplement holding company arrangements with a management company based 
in a jurisdiction, such as Switzerland, which will tax the fee paid for the man- 
agement services at a lower rate than applies to the subsidiary which pays the 
fee. To the extent that the fee is reasonable and deductible by a German sub- 
sidiary, for example, there is a net tax saving equal to the difference between 
the effective German rate and the effective Swiss rate. The management com- 
pany may also hold patents, on which the payment of royalties can produce a 
comparable or even greater tax saving. Belgium has been used effectively for 
this purpose, because its tax on royalties from abroad is limited to 12 per cent. 

In its recent rulings on transfers of appreciated property under section 367 
of the Code, the Internal Revenue Service has been sympathetic to the con- 
cept of the Common Market as an economic entity. United States corporate 


investors have thus been able to establish the necessary business purpose to 
support the transfer to a holding company of appreciated stock ownership 
in subsidiary corporations located in member countries. In these cases, little 
if anv avoidance of United States tax can be involved, since the United States 
tax on dividend distributions from the subsidiary would in any event be large- 
ly washed out by the foreign tax credit. Similarly, the Service has in a num- 
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ber of cases permitted transfers of patents and related data to holding or man- 
agement companies. In these cases, a possibility of avoidance is present if the 
holding or management company can license the patents so received, and 
hence take in, at a low rate of foreign tax, royalty income which would other- 
wise have been paid to and taxed to the United States parent. Accordingly, 
in such cases, the Service may require that such licenses be noncompensatory, 
or require that the holding or management company pay out corresponding 
dividends within a reasonable period of time. The Service may also be satis- 
fied with a showing that patents and related data can be productive of income 
only if transferred to and exploited by the holding and management company. 

If the management company device is used, a decision has to be made 
whether to use a separate corporation for the purpose, or place the manage- 
ment and patent holding functions in the holding company which owns the 
subsidiaries. The disadvantage of the latter arrangement is possible dilution 
of the foreign tax credit, since the management and royalty income will norm- 
ally bear a lesser rate of tax than the United States rate and Common Market 
rates. The advantage is that the management operations may give the hold- 
ing company a substance which is otherwise lacking and thus minimize the 
risk of the Internal Revenue Service ignoring its separate taxable entity. 


THe OvtLoox ror Tax HARMONIZATION 


In an interesting series of articles on the Common Market in the Journal 
of Commerce, there appears a striking example, cited by a former Italian Min- 
ister for Foreign Trade, of the kind of tax discrimination or conflict which the 
Treaty of Rome is designed to correct." In Italy, the turnover tax, or “I.G.E.,” 
is pyramided into the final production cost, without any important drawback 
or refund on export sales. In France, the tax on added value is imposed on 
purchases, with the greatest burden on the final consumer, and hence is as- 
sessed against import transactions with particular force. A Fiat 1100 passenger 
car imported into France is entitled, after a year or more of delay, to an Italian 
tax rebate of 65,000 lire, which is only a small part of the total cost attrib- 
utable to the Italian turnover taxes. In France the cost of an outomobile is then 
increased by 170,000 lire in added value tax, plus duty. By way of contrast, 
a Renault Dauphine exported to Italy is freed from some 130,000 lire in French 


tax and subjected (plus duty) to about 55,000 lire in Italian tax. 


It is a fair guess that the competitive pressures of the Common Market are 
going to force the Italians to mitigate the cascade aspect of their turnover tax 
system, or furnish adequate rebates on export sales, or both. Conversely, it ap- 
pears that the provisions of the Treaty may require changes in the French 
system regarding imports. On the other hand, the French rebate system seems 
less favorable to the exporter than, say, the German system, which may so 
discriminate in favor of exports as to require change under the Treaty. The 
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necessity of such change, in turn, may bring about a reform of the German 
cascade system generally. 

These examples illustrate the probability of harmonization in the area of 
indirect taxation, particularly the taxes on turnover or sales. Such taxes can 
be the equivalent of customs duties on imports and exports, and the discrim- 
ination which they produce is required to be eliminated by articles 9 through 
17 of the Treaty. The fiscal provisions of articles 95 through 99 recognize and 
permit the continuation of the cascade system of turnover taxes, as well as 
refunds or drawbacks of these taxes on export sales, but the refunds or draw- 
backs backs are not to exceed the total taxes imposed. Perhaps even more im- 
portant, the “Commission,” which is the supervisory and executive arm of the 
European Economic Community, i.e., of the Common Market, has been en- 
trusted with the responsibility of working out a program of harmonization in 
the entire field of indirect taxation. 

One effect of the foregoing program in the field of indirect taxation may be 
increased emphasis on the direct income taxes in Italy and France in particu- 
lar, and in the Common Market generally. Whether harmonization will follow 
in that field, however, is a question for uncertain speculation. Income taxes 
involve social as well as fiscal considerations, personal taxes as well as corpor- 
ate taxes, and their place in the cost structure of business is hard to determine. 
One gathers that the authors of the Treaty of Rome had no great expectations 
in this respect. A recognition of national differences is thus implicit in article 
220 of the Treaty, which commands the member states to negotiate with each 
other so as to eliminate double taxation within the Community. 


CONCLUSIONS 

The foregoing review of taxation in the European Common Market suggests 
some obvious conclusions. The first of these is that the incidence of indirect 
taxation is far more important in all of the member countries than it is in the 
United States. The Treaty of Rome should lead to harmonization of these 
taxes, but they will continue to influence costs and profits to a substantial de- 
gree. The second conclusion is that the national differences and complexities 
in the area of direct taxes on income are likely to remain without much harmon- 
ization. These differences and complexities are such that the rate structures 
are not of controlling importance in selecting a production and distribution 
base within the Common Market. It is particularly important for American 
management entering the Common Market to understand the unilateral and 
treaty arrangements which are applied by the member countries for the avoid- 
ance of double taxation. And eventually this may be almost the sole considera- 
tion involved in choosing the form of multi-country operations within the 
Community, as other barriers and considerations are eliminated under the 
Treaty. 

Quite aside from the Treaty of Rome, the tax systems of the member coun- 
tries are subject to change. The present regime in France thus periodically 
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talks of reform (although it appears that the present pattern is really not likely 
to change). And in Belgium, reform of the present complex system seems im- 
minent. 

Finally, the Treaty of Rome is not immutable. On November 20, 1959, the 
European Free Trade Association became a reality with the signing of a con- 
vention between the “Outer Seven”—the United Kingdom, Sweden, Norway, 
Denmark, Austria, Switzerland, and Portugal. This preferential trading bloc, 
which is a good deal wealthier on a per capita basis than the six-member 
European Economic Community, should have its own attraction for American 
capital. In due course, the two groups, the “Inner Six” and “Outer Seven,” 
may reach an accommodation which their members have failed to achieve in 


the past. 








